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[Posted: February 8, 2018—9:30 AM EST]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is down 1.1% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 

0.2% from the prior close.  Chinese markets were mixed, with the Shanghai composite down 

1.4% and the Shenzhen index up 1.2%.  U.S. equity index futures are signaling a lower open.  

With 294 companies having reported, the S&P 500 Q4 earnings stand at $35.88, higher than the 

$34.84 forecast for the quarter.  The forecast reflects a 10.7% increase from Q4 2016 earnings 

and a 4.2% increase from Q3 2017.  Thus far this quarter, 76.9% of the companies reported 

earnings above forecast, while 14.6% reported earnings below forecast. 

 

Looking for something to read?  In our travels we are often asked about books we recommend.  

As a result, we have created The Reading List.  The list is a group of books, separated by 

category, that we believe are interesting and insightful.  Each book on the list has an associated 

review to help you decide if you want to read it.  We will be adding to the list over time.  Books 

marked with a “*” are ones we consider classics and come highly recommended.  

 

BOE monetary tightening: Today, the Bank of England voted unanimously to leave interest 

rates unchanged but warned that earlier and larger interest rates increases are on the horizon in 

order to dampen the effects of a faster growing global economy on U.K. inflation.  In the BOE’s 

quarterly inflation report, each of the members of the BOE Monetary Policy Committee agreed 

that they are unwilling to tolerate inflation exceeding the 2% target for the next three years.  At a 

press conference, BOE Governor Mark Carney stressed that tighter monetary policy is needed 

due to expectations of faster demand growth and diminishing supply.  There has been 

speculation that the next rate increase could come as early as May.  The pound rallied following 

the news.  

 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.confluenceinvestment.com/research-news/reading-list/
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The chart above shows the year-over-year change in CPI for the U.K.  Following the Brexit vote 

in June 2016, the BOE stated that it would tolerate higher inflation to support domestic growth; 

as a result, the BOE has been slow to respond to rising inflation even though CPI has persistently 

remained above the 2% target since January of last year.  The Monetary Policy Committee’s 

decision to reverse course was largely due to concerns of possible overheating as previous 

concerns of rising instability following the Brexit decision proved to be unsubstantiated. 

 

Is Goodfriend out?  Bloomberg1 is reporting that Marvin Goodfriend, the White House’s 

nominee for one of the vacant Fed governor positions, may not get confirmed by the Senate.  The 

vote is expected today and he is expected to make it through the Banking Committee but the full 

Senate may be a problem.  Goodfriend has a controversial record.  He warned against an 

inflation problem after QE; although he was part of a broader chorus, the call was simply wrong.  

He has not backed down from that position and was criticized for it.  He has also made 

disparaging comments about the dual mandate (a reasonable position from a theoretical 

standpoint, but Congress mostly likes the dual mandate as it acts as something of a brake on 

overly tight monetary policy), has shown support for negative interest rates and called for a 

magnetic strip to be added to paper currency, perhaps to give it a “stale date” in order to prevent 

currency hoarding under periods of negative nominal interest rates.  That sort of thing is 

vehemently opposed by Libertarians.  The left-wing populist group “Fed Up” is urging 

Democrats to reject the candidate.  Rejecting a Fed nominee would be a blow to the 

administration; it isn’t obvious who they would tap as a replacement. 

 

A budget deal: The Senate leadership has agreed to a two-year funding deal, as we touched on 

yesterday.  The agreement lifts the sequestration caps and will increase discretionary spending by 

$300 bn over two years.  Defense spending will rise by about $131 bn and be matched with non-

                                                 
1 https://www.bloomberg.com/amp/news/articles/2018-02-07/goodfriend-faces-close-vote-for-fed-after-rough-
senate-grilling?__twitter_impression=true  

https://www.bloomberg.com/amp/news/articles/2018-02-07/goodfriend-faces-close-vote-for-fed-after-rough-senate-grilling?__twitter_impression=true
https://www.bloomberg.com/amp/news/articles/2018-02-07/goodfriend-faces-close-vote-for-fed-after-rough-senate-grilling?__twitter_impression=true
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defense spending.  The agreement was not met with open arms by deficit hawks but, given that 

they are a minority in both houses, we expect this deal to pass.  It’s important to remember that 

Jacksonians, of which the president is one, are not opposed to government spending.  In fact, 

they like it, but only on their priorities.  In other words, foreigners and the undeserving should 

not get help from the government.  It is rare to see the deficit widen during expansions but the 

CBO is projecting just that outcome after this year and it hasn’t taken into account this new 

budget agreement in the below chart. 

 

 
 

What does the deficit cause?  Although the textbook answer to this question is inflation, in fact, 

the impact is very complicated.  Our expectation is that budget deficits will most likely bring 

higher trade deficits and a weaker dollar, but probably have a modest impact on inflation. 

 

Energy recap: U.S. crude oil inventories rose 1.9 mb compared to market expectations of a 3.0 

mb build.   
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This chart shows current crude oil inventories, both over the long term and the last decade.  We 

have added the estimated level of lease stocks to maintain the consistency of the data.  As the 

chart shows, inventories remain historically high but have declined significantly since last 

March.  We would consider the overhang closed if stocks fall under 400 mb.   

 

As the seasonal chart below shows, inventories are usually rising this time of year.  We are 

seeing increasing inventories but they are running below the usual seasonal levels.   
 

 
(Source: DOE, CIM) 

 

The rise in stocks is normal but the surprise this week was that the increase occurred with a sharp 

rise in refining activity.  If this jump indicates that maintenance is over, oil demand will rise. 
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Based on inventories alone, oil prices are undervalued with the fair value price of $67.44.  

Meanwhile, the EUR/WTI model generates a fair value of $76.56.  Together (which is a more 

sound methodology), fair value is $73.79, meaning that current prices are below fair value.  We 

did see oil prices sell off yesterday despite the lower than expected rise in inventories.  That’s 

because weekly lower 48 production jumped 0.3 mbpd to 9.727 mbpd; coupled with Alaskan 

output, U.S. output hit 10.3 mbpd.  The market fears that rising U.S. output will cap prices.  

Perhaps the largest risk is that Russia and Saudi Arabia decide to stop ceding market share to the 

U.S.; although we do expect that to occur at some point, it probably won’t happen until the Saudi 

Aramco IPO price sometime later this year or early next year.   

 

As noted above, refining activity rose.   

 

 
(Source:  DOE, CIM) 

 

Although refiners had been cutting output since late last year, we usually see about two months 

of reduced activity before production returns.  One week doesn’t make a trend, but this reversal 

is rather shocking and does suggest that refiners see demand for their product (perhaps exports?).  

While the rise in U.S. production is a concern, we would need to see a surge in inventories to 

become worried about prices.   

  

U.S. Economic Releases 

 

Initial jobless claims came in below expectations at 221k compared to the forecast of 232k. 

 



 

 

20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 6 

200

300

400

500

600

700

07 08 09 10 11 12 13 14 15 16 17 18

FOUR-WEEK AVERAGE OF

INITIAL CLAIMS

T
H

O
U

S
A

N
D

S

Sources:  BLS, CIM  
 

The chart above shows the four-week moving average of initial jobless claims.  The four-week 

moving average dropped from 235.5k to 225.5k. 

 

The table below shows the economic releases scheduled for the rest of the day.  

 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m feb 54.6 **

10:00 Mortgage Delinquencies m/m 4q 4.9% **

10:00 MBA Mortgage Foreclosures m/m 4q 1.2% **

Fed speakers or events

Economic Releases

No speakers or events scheduled  
 

Foreign Economic News 

 

We monitor numerous global economic indicators on a continuous basis.  The most significant 

international news that was released overnight is outlined below.  Not all releases are equally 

significant, thus we have created a star rating to convey to our readers the importance of the 

various indicators.  The rating column below is a three-star scale of importance, with one star 

being the least important and three stars being the most important.  We note that these ratings do 

change over time as economic circumstances change.  Additionally, for ease of reading, we have 

also color-coded the market impact section, which indicates the effect on the foreign market.  

Red indicates a concerning development, yellow indicates an emerging trend that we are 

following closely for possible complications and green indicates neutral conditions.  We will add 

a paragraph below if any development merits further explanation.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan BoP Current Account Balance m/m dec ¥797.2 bn ¥1347.3 bn ¥1056.9 bn ** Equity and bond neutral

Trade Balance BoP Basis m/m dec ¥538.9 bn ¥181.0 bn ¥520.4 bn ** Equity and bond neutral

Bankruptcies m/m jan 5.0% -2.0% ** Equity and bond neutral

Australia NAB Business Confidence m/m 4q 6.0 7.0 ** Equity and bond neutral

EUROPE

Germany Trade Balance m/m dec 18.2 bn 23.7 bn 21.0 bn ** Equity bearish, bond bullish

Current Account Balance m/m dec 27.8 bn 25.4 bn 28.0 bn ** Equity and bond neutral

Exports m/m dec 0.3% 4.1% -1.0% ** Equity and bond neutral

Imports m/m dec 1.4% 2.3% -0.7% ** Equity bearish, bond bullish

France Bank of France Industry Sentiment m/m jan 105 110 110 ** Equity and bond neutral

Russia CPI y/y jan 2.2% 2.5% 2.3% *** Equity and bond neutral

AMERICAS

Canada Building Permits m/m dec 4.8% -7.7% 2.0% ** Equity and bond neutral  
 

Financial Markets 
 

The table below highlights some of the indicators that we follow on a daily basis.  Again, the 

color coding is similar to the foreign news description above.  We will add a paragraph below if 

a certain move merits further explanation. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 179 179 0 Up

3-mo T-bill yield (bps) 151 152 -1 Neutral

TED spread (bps) 28 28 0 Neutral

U.S. Libor/OIS spread (bps) 155 153 2 Up

10-yr T-note (%) 2.84 2.82 0.02 Neutral

Euribor/OIS spread (bps) -33 -33 0 Neutral

EUR/USD 3-mo swap (bps) 32 30 2 Down

Currencies Direction

dollar up Down

euro down Up

yen down Neutral

pound up Neutral

franc down Neutral

Central Bank Action Current Prior Expected

RBNZ Official Cash Rate 1.750% 1.750% 1.750% On forecast

Selic Rate 6.750% 7.000% 6.750% On forecast

Bank of England Bank Rate 0.500% 0.500% 0.500% On forecast

BOE Asset Purchase Target 435 bn 435 bn 435 bn On forecast

BOE Corporate Bond Target 10 bn 10 bn 10 bn On forecast  
 

Commodity Markets 
 

The commodity section below shows some of the commodity prices and their change from the 

prior trading day, with commentary on the cause of the change highlighted in the last column. 
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Price Prior Change Explanation

Brent $64.90 $65.51 -0.93% Bearish IEA Report

WTI $61.33 $61.79 -0.74%  

Natural Gas $2.74 $2.70 1.33%

Crack Spread $14.81 $14.70 0.75%

12-mo strip crack $17.92 $17.92 -0.01%

Ethanol rack $1.49 $1.50 -0.28%

Gold $1,310.65 $1,318.39 -0.59% Stronger dollar

Silver $16.31 $16.37 -0.35%

Copper contract $307.80 $308.75 -0.31%

Corn contract 365.50$       365.25$       0.07%

Wheat contract 457.50$       460.50$       -0.65%

Soybeans contract 985.75$       983.00$       0.28%

Baltic Dry Freight 1097 1095 2

Actual Expected Difference

Crude (mb) 1.9 3.0 -1.1

Gasoline (mb) 3.4 1.0 2.4

Distillates (mb) 3.9 -1.5 5.4

Refinery run rates (%) 4.40% -0.40% 4.8%

Natural gas (bcf) -111.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts call for warmer temperatures for the western region, with cooler 

to normal temperatures for the rest of the country.  
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Asset Allocation Weekly Comment 
Confluence Investment Management offers various asset allocation products which are managed using 

“top down,” or macro, analysis.  We report asset allocation thoughts on a weekly basis, updating this 

section every Friday.  
 

February 2, 2018 
 

The World Economic Forum in Davos was held recently and various comments were made about 

the dollar during the meetings.  Treasury Secretary Mnuchin seemed to imply that the 

administration was talking the dollar lower, a violation of unwritten protocols that make it 

acceptable to have a weaker currency in support of growth but improper to use depreciation to 

give a nation an advantage on trade.  Later, President Trump seemed to contradict his treasury 

secretary, suggesting the dollar should strengthen.  This led the financial media to deploy a 

parade of currency analysts to try to explain the dollar’s behavior.  The cacophony of comments 

did little to explain market action. 

 

Our position on exchange rates is that there is no single valuation method that works 

consistently.  In our over 30 years of monitoring and analyzing exchange rates, we have found 

they are usually characterized by regimes.  During some periods, trade balances drive exchange 

rates.  In other periods, interest rate differentials are the key factor.  Relative growth rates or 

productivity have also been relevant.  But, in the long run, the oldest valuation method, 

purchasing power parity, remains useful for investors.   

 

Purchasing power parity assumes that exchange rates bring equilibrium to relative prices.  In 

other words, if price levels in one nation are higher compared to another nation, the country with 

higher price levels will experience currency depreciation until price levels equalize.  In practice, 

the ratio of price levels isn’t perfect—not all goods in a price index are tradeable, inflation 

indices between countries are not identical and no markets are frictionless, so adjustments can 

take time.  But, what we find in practice is that when the exchange rate deviates widely from the 

ratio of inflation rates (or, purchasing power parity), the exchange rate usually adjusts. 

 

These are exactly the conditions we have seen recently. 
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This chart shows our calculation of purchasing power parity for the euro (based off the D-mark 

at euro parity and German inflation), the Canadian dollar, the British pound and the Japanese 

yen.  In all cases, the dollar is highly overvalued.  What we find missing in most comments about 

the dollar that we see in the financial media is that the dollar is weakening in response to 

overvaluation.  All these charts show that key market signals come at extremes.  As exchange 

rates approach the standard error lines, they become vulnerable to reversals.  And, when 

reversals occur, it is not uncommon for the exchange rate to move to an opposite extreme.  This 

likely means that the dollar will continue to weaken for an extended period. 

 

In response, our asset allocation has added foreign equities. 
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This chart shows the S&P and EAFE equity indices, denominated in dollars.  We have rebased 

the two to 1988 and calculated a ratio of the indices.  We have also added the Federal Reserve’s 

major current index.  When the dollar is strengthening, U.S. stocks tend to outperform.  When 

the dollar is elevated and reverses, it is usually favorable to foreign equities relative to U.S. 

equities.   

 

In general, both indices tend to be closely correlated.  As a result, shifting to overseas stocks 

doesn’t mean that domestic equities are expected to decline.  Instead, it suggests that the tailwind 

of a weaker dollar boosts the relative value of foreign stocks to a U.S. investor.  That is the 

rationale for our current allocation.  

  

  

 
Past performance is no guarantee of future results.  Information provided in this report is for educational and illustrative purposes only 

and should not be construed as individualized investment advice or a recommendation.  The investment or strategy discussed may not be 

suitable for all investors.  Investors must make their own decisions based on their specific investment objectives and financial 

circumstances.  Opinions expressed are current as of the date shown and are subject to change.  
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Data Section 

 

U.S. Equity Markets – (as of 2/7/2018 close) 
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(Source: Bloomberg) 

 

These S&P 500 and sector return charts are designed to provide the reader with an easy overview 

of the year-to-date and prior trading day total return.  Sectors are ranked by total return; green 

indicating positive and red indicating negative return, along with the overall S&P 500 in black. 

 

Asset Class Performance – (as of 2/7/2018 close) 
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Real Estate (FTSE NAREIT Index), Emerging Markets (MSCI Emerging Markets (USD and 

local currency) Index), Cash (iShares Short Treasury Bond ETF), U.S. Corporate Bond (iShares 

iBoxx $ Investment Grade Corporate Bond ETF), U.S. Government Bond (iShares 7-10 Year 

Treasury Bond ETF), U.S. High Yield (iShares iBoxx $ High Yield Corporate Bond ETF), 

Commodities (Bloomberg total return Commodity Index). 

This chart shows the year-to-date returns 

for various asset classes, updated daily.  

The asset classes are ranked by total 

return (including dividends), with green 

indicating positive and red indicating 

negative returns from the beginning of the 

year, as of prior close. 

 

Asset classes are defined as follows: 

Large Cap (S&P 500 Index), Mid Cap 

(S&P 400 Index), Small Cap (Russell 

2000 Index), Foreign Developed (MSCI 

EAFE (USD and local currency) Index), 
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P/E Update 
 

February 8, 2018 
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P/E as of 2/7/2018 = 20.8x

 
 

Based on our methodology,2 the current P/E is 20.8, down 0.2x from last week.  Rising earnings 

and falling equity prices led to the modest decline in the multiple.   
 
 
This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based 
upon sources and data believed to be accurate and reliable. Opinions and forward looking statements expressed are subject to 
change. This is not a solicitation or an offer to buy or sell any security. 

                                                 
2 The above chart offers a running snapshot of the S&P 500 P/E in a long-term historical context.  We are using a 
specific measurement process, similar to Value Line, which combines earnings estimates and actual data.  We use 
an adjusted operating earnings number going back to 1870 (we adjust as-reported earnings to operating earnings 
through a regression process until 1988), and actual operating earnings after 1988.  For the current quarter, we 
use the I/B/E/S estimates which are updated regularly throughout the quarter; currently, the four-quarter earnings 
sum includes two actual quarters (Q2 and Q3) and two estimates (Q4 and Q1).  We take the S&P average for the 
quarter and divide by the rolling four-quarter sum of earnings to calculate the P/E.  This methodology isn’t perfect 
(it will tend to inflate the P/E on a trailing basis and deflate it on a forward basis), but it will also smooth the data 
and avoid P/E volatility caused by unusual market activity (through the average price process).  Why this process?  
Given the constraints of the long-term data series, this is the best way to create a very long-term dataset for P/E 
ratios. 


